Microfinance is one of the essential branches of lending that is used to mitigate the negative impact of the increasing incidence of poverty and unemployment in Kenya. This highlights the important need for an effective regulatory and supervisory framework for Microfinance Institutions (MFIs) in this country. This research attempts to investigate the performance of the Kenyan microfinance regulatory and supervisory framework through extracting and analyzing secondary data sources. Kenya has not unified the regulatory and supervisory framework for the microfinance sector based on the results of the logical descriptive analysis. The involvement of different bodies, which are include associations, clubs and churches, in regulation might have weakened the effectiveness of outreach and represents more challenges for the microfinance sector in Kenya. However, these results have strong implications for the regulators and the governments when they tried to regulate MFIs.
contribute immensely towards poverty alleviation. Therefore, the sound development of a conducive regulatory and supervisory environment in Kenya should take into account the different categories of MFIs. In addition, facilitating their rapid growth is vitally important. Hence, this study attempt to investigate the effectiveness of Kenya current microfinance regulatory framework and suggest some modification for more improving if found ineffective.
The Financial System Development of Microfinance Sector in Kenya
The earliest forms of microfinance and microcredit in Kenya were church-based lending programs that arose in the 1980s. Most were confined to specific church parishes that started with local financing for members before they developed into institutions that could cover a wider number of people in the rural and suburban areas of Kenya. While these church-based lending programs served the primary function of providing credit to the members of their congregations, they were often very small and their operations are limited to specific geographic locations but with limited reach and financial resources. However, they still served the function of providing limited credit facilities to their members for use in specific purposes.
However, in many cases, these organizations were overwhelmed by the demand for credit by their membership. From the beginning, nongovernmental organizations (NGOs) began to fill this gap by extending the credit services more widely. Due to this, in the 1990s, the NGOs developed functioning systems to facilitate the administration of the credit delivery. The programs were funded and were not necessarily considered as outright business ventures in spite of the success that most of the schemes achieved.
As the successes of the microcredit institutions grew, they received considerable funding and began to turn into full commercial entities. This development was also supported by the increased competence in administration, credit assessment, and the organization of individuals into groups to facilitate the collective guarantee of loans by individual members. Thus, as the microfinance industry in Kenya grew, the institutions assumed various formal structures and were registered under different statutes.
In the 1990s, many microfinance institutions moved away from serving closed groups into more formalized institutions. This institutionalization required that the microfinance and micro-credit institutions should also move away from being subsidized institutions into more of commercial entities. Evidence of the growth and increasingly significant role played by the micro-credit and microfinance institutions is seen in the development of the K-Rep Bank. The K-Rep Bank is the first of the microfinance institutions in Kenya to develop into a full commercial banking enterprise. In order to conduct its business as a banking institution, the K-Rep Bank was registered under the Central Bank of Kenya Act (Cap 488)
The Kenyan banking sector has experienced a continued growth trajectory. It is developing and deepening faster than the overall economy. It grew by 9% in 2010 and 7.8% in 2011, while the economy grew by 5. 8% and 4.4% in 2010 and 2011 ii , respectively. This development within the financial sector is strongly guided by the medium-term objectives of the financial sector reform and development strategy embedded in the economic development blueprint, "Vision 2030", which covers the period of 2008-2030. The 2030 vision for financial services is to create a vibrant and competitive financial sector that will create jobs and promote a high level of savings to finance Kenya"s overall financial needs. It provides for the introduction of both legal and institutional reforms in the sector that will enhance transparency in all transactions, build trust, and make the enforcement of justice more efficient. Therefore, Kenya is one of the first African countries that discovered the importance of microfinance as one of the essential tools for poverty eradication. The country exert more efforts to develop and promote microfinance business in its territory. Microfinance business in Kenya is usually carried out through different institutional forms. These institutions are formal, semi-formal, and non-formal microfinance providers. The formal institutions cover the commercial banks, non-bank financial institutions, microfinance companies, etc. Others are semi-formal such as co-operative societies, trusts, NGOs, and state corporations (such as the Uwezo Fund and Women"s Enterprise Fund). In addition, there are other in-formal financial institutions, such as Rating Savings and Credit Association (ROSCAs), and Accumulating Saving and Credit Associations (ASCAs). The ROSCAs, ASCAs, and moneylenders are user-owned, and they are managed to offer products tailored towards the needs of their different communities (Figure 1 ). Despite this growth, Kenyan microfinance sector is still weak compared to the size of its clients. Recent reports showed that if commercial banks are excluded, the Kenya microfinance sector is less strong, and relatively stagnant. In 2011, DTMs recorded a negative growth despite the fact that there was an increase in the number of granted DTM licenses. However, the number of borrowers in this sector reached nearly 1.5 million with the value of the outstanding loan book standing at KES 138.4bn as of December 2011 (USD 1.6 bn), which represented positive growth trends. Total liabilities amount to KES 178.4bn (USD 2.2bn) as of December 2011 which showed steady growth trends of 40% in 2011compared to 27.6% in 2010. However, the sector largely funds itself with deposits collected from the public, which account for 58.9% of total assets. In addition, total equity accounts for 18.2% of total assets, followed by borrowings accounting for 16.6%. Thus, the compulsory savings on the other hand, accounts only for 4.16% of the funding structure. 
Micro-finance Regulatory and Supervision Overview
Current literature and actual practice show that the government and donor funds collectively could only supply a small fraction of global microfinance demand. Hence, financial intermediation by self-sufficient institutions is the only way that financial services can be supplied to lower-income people worldwide (Marguerite S. Robinson, 2001) . Despite the importance of microfinance as a means of poverty alleviation and a labor-intensive sector, their providers face even the challenges of survival. The previous study argued that only the microfinance provider can cover its costs, continue its operations in a sustainable way, and generate benefits to its clients (H. Schmidt and Zeitinger, 2003) . In order to promote microfinance effectively and maintain its sustainability, there must be a suitable regulatory system in place. The literature showed that microfinance institutions must be able to enter the arena of a licensed and prudentially supervised financial intermediation, while at the same time; regulations must be crafted in such a way that allows the effective and efficient development of the MFIs (Peck Cristen et al., 2003) .
Therefore, the availability of a set of enforceable binding rules called prudential regulation or prudential supervision that govern the conduct of microfinance providers are essential. Prudential regulation refers to a set of general principles or legal rules that aims to contribute to the stable and efficient performance of financial institutions and markets (Chaves and Gonzalez_Vega, 1994) . The purpose of prudential regulation is to ensure the financial soundness of financial intermediaries such as banks, microfinance institutions, etc., and to prevent financial system instability.
Many countries are applying different instruments of prudential regulation. Therefore, there is a variation on the type and scope of government regulation of depository financial intermediaries. The two frequently adopted instruments of regulation are preventive and protective regulation. The preventive regulation is a pre-crisis measure that is taken by external supervisors in order to reduce the probability of failure of the financial institutions. It tries to control the risk exposure of the financial system. The external supervisors use entry and ongoing requirements as instruments of preventive regulation. In addition, entry requirements ensure that only financially healthy institutions join the market place. The entry requirements are usually based on the minimum capital requirements, ownership criteria, feasibility studies, capital to asset ratio etc. This type of regulation is one of the most powerful actions that were taken by external regulators. Preventive regulation might be most difficult to apply in Kenyan microfinance sector. Kenya is associated by a less-regulated sector that follows different jurisdiction.
Protective regulation on the other hand is a post-crisis measure taken by external regulators to avoid run on deposits by assuring the depositors that they will be the first to withdraw the funds from the financial intermediaries. Protective regulatory instruments include government as a lender of last resort, deposit insurance, and the formalized process of financial intermediaries restructuring and reform.
The regulations, whether preventive or protective, need an effective enforcement framework called prudential supervision. Prudential supervision refers to the process of enforcing the regulatory framework (Chaves & Vega G., 1994) . It is an external oversight of the financial institution through examining and monitoring mechanisms to verify compliance with the approved regulations. Through effective supervision, financial institutions are monitored and directed to ensure that they comply with the regulatory requirements.
Evidence showed that efficient regulatory policies are useless if not backed by the enforcement mechanisms of efficient supervision (Christen and Rosenberg, 2000) . The prudential supervisory system works as an early warning for the financial system. Thus, the more important aspect in the supervisory role is the existence of effective and accurate supervisory indicators. Hence, the challenges that might face Kenyan regulatory authorities is to design effective supervisory indicators for measuring risks, monitoring, and analyzing the impact of external events on the performance of the microfinance services providers.
In addition, the effective mechanisms of supervision of financial institutions comprises offsite and on-site supervision. The off-site supervision is an early warning system based on the analysis of the data reported to the supervisory authority. On-site supervision such as CAMEL and PEARLS involves actual visits to the financial institutions to verify that the data fed to the off-site system are accurate. However, recent development indicated that central banks are moving towards introducing risk-based supervision approach. The main source of the microfinance institutions are external and internal auditors.
Adoption of a sound system of regulation and supervision framework has gained substantial attention at the top level. The rationale of that attention is to minimize the effects of market failure, protect public deposits and small depositors, ensure integrity and financial stability of financial systems, and promote efficient performance of the institutions. The regulatory framework of any country should therefore have a clear rationale and objectives for regulating the financial sector; otherwise, it will lead to wastage of scarce supervisory resources, unnecessary compliance burdens of licensed institutions, and development of the financial sector will be constrained. Hence, any authority needs to design an effective regulatory and supervisory system for microfinance that is flexible enough to comply with the diversity of clients, permit fairness and cost effectiveness. According to (Chaves and Gonzalez_Vega, 1994) , the regulatory and supervisory system should be flexible enough to fit into the environment in which the MFIs operate, the market niches they serve, and their institutional design.
Kenyan Microfinance Regulatory and Supervisory Legal Framework
Despite the low growth of the Kenyan economy in recent years, the country"s microfinance sector continues to evolve rapidly as shown previously for the years between 2006 and 2009. The country encourages the introduction of communication technology. Consequently, mobile money services are being used widely in Kenyan communities. This innovation and rapid development of many local efforts driven by the demand side to provide financial services to microfinance clients unreached through the formal channels, seem to have generally overtaken policy formulation by the Kenyan government. The country recently encouraged the regulator to formulate a regulatory system for microfinance through mandated standards of performance that assist the financial sector in moving from a less-regulated environment to a tightly-regulated one. Kenyan microfinance sector is quite unlike the formal banking sector or like other microfinance sectors in the neighboring countries. In Kenya, the sector is regulated and supervised under different jurisdictions and laws. Because of that, it faces various challenges and constraints that might limit its role to achieve the desired level of outreach and sustainability.
There are primary and secondary legislation regulating the microfinance industry in Kenya. Kenya issued separate laws to promote microfinance. Despite of that microfinance in Kenya is regulated under different laws, including the banking law and the Microfinance Act, which was issued in 2006 and amended in 2013. Hence, the Microfinance Act 2006 4 and the Central Bank of Kenya Act 5 primarily governed the industry.
The main objective of the Microfinance Act is to provide the legal, regulatory and the supervisory framework for the Deposit-Taking Microfinance Institutions (DTMs). The Act categorises the Deposit-Taking MFIs as nationwide MFIs (operating countrywide) with a minimum core capital of KES 60M (USD 860,000) and Community MFIs (operating within a specific administrative region) whose minimum core capital is KES 20M (USD 300,000). The Act makes provisions for MFI license issuance, revocation, and restriction; provides for MFI entry into regulated status; defines the minimum core capital requirements and prohibited activities; provides limits for loans or credit facilities; defines ownership and management structure; provides for supervision by CBK; and stipulates the terms for periodic reporting to the CBK.
The Microfinance (Amendment) Bill 2013 increased the range of financial services that the DTMs can offer. Moreover, the amended version has differentiated between the regulated microfinance institutions and the un-regulated microfinance lenders. This was because the law requires the regulated MFIs to incorporate the term DTM into their names. Therefore, the amended Act enhances market confidence in Kenya"s microfinance sector. In addition, Section 14 of the Microfinance Bill gives DTMs the right to issue third party checks, operate current accounts, and perform foreign trade operations. This recent amendment in the Kenyan microfinance law has transformed the DTMs into microfinance banks. This transformation will help in reducing their reliance on expensive loans from local and international banks for lending.
Hence, foregoing evidences support that microfinance sector in Kenya is regulated under the various primary and secondary legislations. Apart from Microfinance Deposit Taking Institutions, other microfinance providers regulated under different formality such as Building Societies, Churches. Based on that the sector, was expanded both formally and informally. Thus, there are a number of microfinance licenses issued under Kenya microfinance laws. These are about nine Deposit Taking Microfinance Banks providers, and 35 credit microfinance institutions. These are in addition to the informal microfinance institutions and development partners.
The second element after the primary and secondary legislation is the supervisory authority and delegation. The main supervisory authority for the deposit-taking microfinance institutions is the Central Bank of Kenya, while the non-deposit taking microfinance activities are delegated to be supervised by the Microfinance Finance Unit of the Ministry of Finance. Based on that, Kenya has defined three regulatory tiers. These tiers are defined under Deposit Taking Microfinance (DTM) Bill and they represent both formal and informal microfinance providers.
The DTM bill is intended to regulate the three different tiers of microfinance institutions. The first tier comprises formally constituted deposit-taking MFIs which are regulated and supervised by Central Bank of Kenya (CBK) via the Deposit Taking Microfinance Bill. The Bill empowers the CBK to license, regulate, and supervise formally constituted microfinance institutions intending to take deposits from members of the public. Furthermore, specific performance parameters and appropriate guidelines were developed to facilitate the supervision of this group of MFIs. This group of MFIs is also a member of the Deposit Protection Fund Board (a deposit insurance scheme) that protects depositors" deposit up to KES 100,000. The second tier comprises formally constituted credit-only MFIs that do not take deposits from the public, but can accept cash collateral tied to loan contracts. This tier is regulated and supervised by the Microfinance Unit in the Ministry of Finance through regulations issued by the Minister for Finance. The third tier consists of informal MFIs such as ROSCAs, club pools, and financial services associations (FSAs) which are not supervised by any government agency. However, donors, commercial banks, and government agencies from which they obtain funds or that support this group are obligated to carry out due diligence and make informed decisions about them.
In the year 2000, CBK set up a microfinance division in the Bank Supervision Department to participate in the drafting of the Microfinance Bill and to develop prudential guidelines/regulations to be used once the Bill was in place. In 2004, the Central Bank established a Rural Finance Department to address various policy issues concerning rural finance, including microfinance. This department, in liaison with the Financial Institutions Department, is involved in developing capacity to regulate and supervise those microfinance institutions that will be licensed under the DTM Bill.
Moreover, a full-fledged microfinance unit is envisaged at the Ministry of Finance to formulate policies and procedures to address the challenges facing microfinance institutions that are not supervised under the CBK, especially those in the rural areas. Also, they aim to build a database to facilitate better regulation and monitoring of their operations.
Likewise, an Association of Microfinance Institutions (AMFI) was registered in 1999 under the Societies Act by the leading MFIs in Kenya to build capacity for the microfinance industry. AMFI currently has 59 member institutions serving more than 6,500,000 poor and middle class families with financial services throughout the country. AMFI is governed by a General Assembly and is led by a Board of Directors whose experienced practitioners are running some of the leading microfinance institutions in Kenya. AMFI"s mandate is to enhance collective action by MFIs and other stakeholders to foster a conducive policy and regulatory environment for microfinance in Kenya. In addition, the association is to strengthen the capacity of MFIs in delivering appropriate and sustainable microfinance services to low-income people. That is through organization and coordination of workshops and training sessions; develop effective systems for information collection, analysis and dissemination; develop and operationalize a Performance Monitoring System for MFIs that will set standards and increase professionalism in the industry; and enhance collaboration, linkages and partnerships.
Moreover, Kenya has established a Financial Reporting Centre under the Proceeds of Crime and Anti-Money Laundering Act 2009 (the "AML Act") that was operational in 2012. The center"s principal role is to assist in the identification of the proceeds of crime and the combating of money laundering. All banks, financial institutions, non-bank financial institutions, mortgage finance companies, and forex bureaus are obliged to monitor and report suspected money-laundering activities to the center, verify customer identity, establish and maintain customer records, and establish and maintain internal reporting procedures. With regard to cash transactions, the reporting threshold for reporting institutions is set at US$10,000 or its equivalent in any other currency, irrespective of whether or not such transactions are suspicious.
The government issued new prudential guidelines to deal with a wide range of issues including licensing requirements, corporate governance, board composition, remuneration of directors, capital adequacy requirements, liquidity management, stress testing, foreign exchange exposure limits, prohibited business, anti-money laundering, consumer protection, enforcement of banking laws and regulations, agent banking, and representative offices. These guidelines are best summarized by reference to the circular issued by the CBK, which states that: "Pursuant to its mandate of fostering the liquidity, solvency, and proper functioning of a stable market-based financial system, the Central Bank of Kenya has conducted a comprehensive review of the Prudential Guidelines and Risk Management Guidelines currently in use. The review has been necessitated by developments in the national, regional, and global arenas and the need to proactively strengthen the regulatory framework for banks and other institutions licensed pursuant to the Banking Act."
As part of Kenya"s recent move to bring in adequate measures for consumer protection and to prevent money laundering, the CBK has also published Retail Transfers Regulation, 2013 for the provision and regulation of electronic retail transfers and e-money. Stakeholders were invited to review and comment on this draft regulation before it was enforced. This regulation applies to all retail transfers utilizing an electronic payment method, as well as all payment service providers that are not licensed as banks or financial institutions. The country has launched a credit information-sharing mechanism in July 2010 that might positively affect the MFI operations. Through a mechanism that is used by both individual and commercial banks, the CBK has ensured that banks strengthened credit appraisal standards by incorporating credit reference reports in the credit risk appraisal. Moreover, Kenya Deposit Insurance Act 2012 provides for the establishment of an autonomous body called the Kenya Deposit Insurance Corporation, which will replace the current Deposit Protection Fund Board, a department of the CBK. The KDI Act provides for the setting up of a deposit insurance system, and the liquidation of deposit-taking institutions.
The above argument indicates that regardless of some shortcomings associated with the diversity of the regulatory and supervisory Acts, rules, and bodies, Kenya has set clear guidelines for suspending, canceling, or revoking microfinance licenses for illegitimate operations in cases where institutions cannot achieve acceptable performance and operating standards for deposit takers and for the informal microfinance providers. Despite the performance of Kenyan microfinance sector, it is still below the required level, which proved that the regulatory and supervisory rules alone are helpless for microfinance sector outreach.
Summary and Conclusion Remarks
Most of the literature in the area of regulating and supervising MFIs confirms that the microfinance sector must be regulated in order to have massive and sustainable delivery of financial services to the low-income people. Therefore, the issue of prudential regulation and supervision might be one of the key successes for MFIs; yet, it is also a complex matter because it keeps evolving. This article is an attempt to generate some evidence from Kenya"s regulatory and supervisory framework for microfinance through identifying its challenges and binding constraints that might hinder its outreach for the clients countrywide.
The results showed that regardless of some shortcoming associated with the diversity of the regulatory Acts and bodies, Kenya set clear guidelines for operating, suspending, canceling, or revoking microfinance licenses for a successful handling of microfinance formal and informal institutions. This helps the regulated MFIs to strategize their operations in such a way that avoids poor financial and operating performance. Despite that, the existence of more regulatory and supervisory bodies involved in regulating and supervising microfinance providers in Kenya such as clubs, associations, apart from KCB and the Ministry of Finance, might represent the main challenges, which have weakened the regulation process. The informal microfinance sector is less regulated and associated with high risk. Hence, there is a need for development of appropriate documentation tools/procedures, management information systems, governance and internal control systems, particularly for the less-regulated tiers. The microfinance sector in this country and particularly the informal sector lacks the expertise, which spotlights the need for capacity building to enhance operations and improve risk management. Moreover, the high costs of transformation and operation, licensing, and the cost of stiff competition from other financial institutions have hindered the performance of the DTMs. It is also worthy to note that many MFI are moving towards the use of mobile phones for various transactions; yet there seems to be minimal regulatory or supervisory framework in place to supervise these popular and globally acclaimed services.
Hence, one this research might recommend Kenya to adopt more unified microfinance model regulated between the Central bank for deposit taking microfinance providers and the rest such as non-formal microfinance provider might be under the Ministry of Finance with the assistance of the ministry of interior for the security matter.
Finally, Kenya needs to conduct further revision on the framework of regulation and supervision of its microfinance sector since it might lead to performance improvement, thus enhancing the necessary resources mobilization for poverty alleviation. This improvement in financial performance can be attributed to access to cheaper funds, which can then be lent to the MFI customers as compared to dependence on expensive credit from macro-financial institutions.
